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  Contemporary economies of developing countries are changing due to rapid 
changes in the world economy. The economies of emerging countries are witnessing 
changes in the composition of capital flows because world stock markets are 
expanding rapidly. Foreign direct investment and stock market boom are the 
indicators of the changing world economic order. Hence, Stock market has been 
associated with economic growth through its role as source for new private capital.  
On the other hand, stock market development is the catalyst for economic growth. 
The purpose of this study examines the relationship between stock market 
development and economic Growth. Empirically, based on the data for Emerging 
market and developed market countries during the 10 years’ period, from 1999 – 
2008 using the generalized method of moments (GMM) for dynamic panel method 
approach. To control for the country specific effect, the model is further estimated for 
the developed and emerging member countries.  
Our panel study results suggest that there exists a statistically significant positive 
relationship between stock market development and economic growth both directly, 
as well as indirectly by boosting investment behavior. It also suggest that a well 
structured stock market would enable investors to diversify their investments, further 
increasing the marginal productivity of capitals and, hence, promote economic 
development by fuelling the engine of growth through faster capital accumulation, 
and by tuning it through better resource allocation. The results are also vigorous and 
robust that indicated stock market development is an important wheel for economic 
growth. Thus the empirical results do support both to the theoretical literature as well 
as the financial intermediation literature. 
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The Growing importance of stock markets around the world has recently opened a 
new avenue of research into the relationship between financial development and 
economic growth, which focuses on the effects of stock market development.
1
 Stock 
market development has played a fundamental role in some economies in promoting 
economic growth. Stock markets contribute to the mobilization of domestic savings 
by enhancing the set of financial instruments available to savers to diversify their 
portfolios. In doing so they provide an important source of investment capital at 
relatively low cost. A well functioning and liquid stock market, that allows investors 
to diversify away unsystematic risk, will increase the marginal productivity of capital.  
Another important aspect through which stock market development may influence 
economic growth is risk diversification. Obstfeld suggests that international risk 
sharing through internationally integrated stock markets improves the allocation of 
resources and accelerates the process of economic growth. During liquidity shocks, 
investors can sell their shares to another agent. Stock markets may also promote 
growth by increasing the proportion of resources allocated to firms. Through the 
diversification of productivity risk, even risk-averse investors can invest in firms. 
Portfolio diversification, through the stock market, may have an additional growth 
effect by encouraging specialization of production. 
Furthermore, An organized and managed stock market stimulate investment 
opportunities by recognizing and financing productive projects that lead to economic 
activity, mobilize domestic savings, allocate capital proficiency, help to diversify 
risks, and facilitate exchange of goods and services (Mishkin 2001; and Caporale et 
al, 2004). Undoubtedly, stock markets are expected to increase economic growth by 
increasing the liquidity of financial assets, make global and domestic risk 
                                                        
1 World stock market capitalization grew from $2 trillion in 1982 to $4.7 trillion in 1986, $10 trillion in 1993 and $15.2 trillion in 
1996, implying an average annual growth rate of 15 percent; emerging market capitalization grew from less than 4 to 13 percent of 
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diversification possible, promote wiser investment decisions, and influence corporate 
governance, i.e., solving institutional problems by increasing shareholders’ 
interest/value. 
In addition to above, stock markets are best indicator to forecast future economic 
activity and describe actual casual affect between future economic growth and stock 
prices. A more difficult question arises with respect to whether the forward-looking 
nature of stock prices could be driving apparent causality between stock markets and 
growth. Current stock market prices should represent the present discounted value of 
future profits. In an efficient equity market, future growth rates will, therefore, be 
reflected in initial prices. This argues for using turnover (sales over market 
capitalization) as the primary measure of development, thereby purging the spurious 
causality effect because higher prices in anticipation of greater growth would affect 
both the numerator and the denominator of the ratio. 
 On the contrary, the relationship between stock market development and real 
economic growth can be explained as any change in stock market will eventually 
change the cost of rental capital. If the firms cost of borrowing will become high as 
compared to investment, it slows down the growth of the economy
2
. 
Moreover, Stock markets are places where corporate control mechanism is at work. 
As the economic performance of corporations is reflected in, and measured by, stock 
prices, corporate managers would try hard to minimize agency problems and to 
maximize shareholders wealth. In a market economy the link between corporate 
profits and economic growth is quite obvious. 
Finally, Stock exchanges are expected to increase the amount of savings channeled 
to corporate sector.  Some evidence can be found in the work of Greenwood & 
Jovanovich (1990). Our study  examine the role of stock market development and 
economic growth Using the Generalized method of moments (GMM) for dynamic 
                                                        
2
 Stock markets help investors to cope with liquidity risk by allowing those who hit by liquidity shock to sell their shares to the 
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models of panel data for developed and emerging  market countries from 1999-2008, 
we find robust evidence for this relationship. Stock market Development has a 
positive and significant causal effect on economic growth. The method was developed 
by Arellano and Bond (1991) and Blundell and Bond (1998). 
 
1.1 Motivation  
Stock markets attract the attention of economists, finance experts and policy 
makers because of the perceived benefits it provides for the real economy. It is the 
fulcrum of capital market activities and is often cited as a barometer of business 
direction. It also serves as an important instrument in the mobilization and allocation 
of savings among competing users and uses, which are critical to the growth and 
efficiency of an economy. In other words, the stock market is a critical cog in the 
wheel of the economy that facilitates the transfer of funds for economic growth. For 
sustainable economic growth and development, funds must be effectively mobilized 
and allocated to enable businesses and economies to harness their human, material, 
and management resources for optimal output.  
In addition, the stock market enables governments and industry to raise long-term 
capital for financing new projects, and expanding and modernizing industrial concerns. 
It thus contributes to economic growth through the specific services it performs either 
directly or indirectly. Notable among the functions of the stock market are 
mobilization of savings, creation of liquidity, risk diversification, improved 
dissemination and acquisition of information, and enhanced incentive for corporate 
control. Improving the efficiency and effectiveness of these functions, through proper 
and prompt delivery of their services can augment the rate of economic growth.  
In fact the relationship between stock market and the real economy across country 
is yet a moot point and also scantly researched or examined. The relationship between 
financial development (represented by only banking sector development) and the real 
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development process of across a country. Examination of the role of stock markets in 
economic growth is more relevant for emerging market economies and developing 
country’s because there has been tremendous increase in stock market activities in the 
last two decades.  
Stock markets are found making headlines almost daily, be it in print or electronic 
media. We are always swamped with news on the wild gyrations of the S&P CNX 
Nifty, NASDAQ, the Dow Jones Industrial Average and the like. It is in fact hard to 
imagine a world without stock markets now. This surge in interest in the role and 
importance of stock markets is a feature of the last 15-20 years, especially in the case 
of Emerging countries.  
In the contemporary scenario which can be described by increasing integration of 
the financial markets and implementation of various stock market reform measures 
across the world, a study of the stock markets and their relationships with the real 
economy have assumed significant importance. Furthermore, there is no conclusive 
evidence suggesting a definite relationship between stock market developments and 
economic growth among developed and emerging countries. Most of the earlier 
empirical studies were preoccupied with bank measures of financial deepening and 
development and ignored the role of stock market. 
1.2  Literature Review 
There is a substantial amount of literature that tries to explore the relationship 
between financial development and economic growth. These studies largely confirm 
that stock market development have strong positive effect on growth (Levine and 
Zervos, 1998; Beck et al., 2000; Levine et al., 2000; Bekaert et al., 2001; Beck and 
Levine, 2004).  In the light of the rapid development in stock markets, more recent 
studies expand the analysis to examine the linkage between stock market development 
and economic growth. In addition to the banking sector development, Levine and 
Zervos (1998) first incorporate stock market development as another potential source 
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stock market would promote higher growth.  
In particular, the measures of financial development such as stock market liquidity 
are positively correlated with the current and future rates of economic growth. The 
latest study by Beck and Levine (2004) confirms this finding and further argues that 
the stock market development is important in enhancing growth. Bekaert et al. (2001) 
report a similar positive effect of financial development on growth. 
The major measures of the stock market (stock market turnover and number of 
domestic companies) are indeed positively correlated with economic growth. They 
also find that the stock market liberalization plays a crucial role in facilitating growth. 
The opening up of the stock market to foreign investors would certainly promote high 
economic growth especially in countries with a highly educated labor force. Two of 
the latest studies also emphasize the growing importance of stock market development 
in accelerating growth. Mauro (2003) posits that countries with well developed stock 
markets tend to experience higher stock returns, which would possibly accelerate 
economic growth in the long run. This is especially applicable to the experience of 
developed countries as they have better financial infrastructures to monitor their stock 
market operations.  
Evidence obtained by Minier (2003) also indicates that the growth enhancing effect 
may be higher especially in countries with well-developed stock markets. The result 
further suggests that the substantial growth effect may take some time to appear, 
particularly for countries with less developed stock markets. While most of the 
previous studies have confirmed the importance of financial development on growth, 
later studies attempt to find other possible determinants of economic growth. Edison 
et al. (2002) first consider capital flow as a potential source of economic growth. 
Among the five variables measuring financial integration, only the capital inflow and 
outflow variables show significant positive effects on economic growth.  
The substantial growth-enhancing effect of capital flow has also been found by 
Levine (2000). He argues that capital flow can facilitate high growth through its 
impact on the stock market and the banking sector respectively. The liberalization of 
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accelerating economic growth. Equally important, the opening up of the banking 
sector to foreign investors would create a more competitive atmosphere in the banking 
sector. This would spur more improvement in domestic banking efficiency, thereby 
boosting economic growth. Despite the strong evidence of a finance–growth 
relationship, recent literature begins to question the issue of simultaneity bias. While 
numerous studies find that a high level of financial development would promote 
economic growth, it is also the case that high growth may in fact boost financial 
development in stock markets and the banking sector. By and large, more recent 
studies attempt to address the issue of simultaneity bias. 
Levine et al. (2000) first conduct a comprehensive study on the causality effect 
between financial development and economic growth. Using legal origins as 
instrumental variables for financial development indicators, they note that financial 
development has a positive effect on economic growth, indicating no evidence of 
simultaneity bias in the finance–growth relationship. A more recent study by 
Christopoulos and Tsionas (2004) seems to support this argument. They utilize the 
panel co integration analysis to determine the exact causality relationship between 
financial development and economic growth. The results clearly confirm the direction 
of causality effect from financial development to economic growth. Nonetheless, 
other studies reach different conclusions on this issue.  
In particular, two studies find a bi-directional causality effect (Demetriades and 
Hussein, 1996; Kassimatis and Spyrou, 2001). The results indicate that while financial 
development would promote economic growth, high economic growth would be 
equally likely to facilitate stock market and banking sector development. Specifically, 
economic growth would enhance financial development as high growth countries 
usually have higher demand for financial services. The result also reveals that the 
exact pattern of finance–growth causality may vary across countries.  
Graff (2002) further explores this issue and provides a more detailed analysis of 
the causal relationship. He points out that there exist two alternative empirical 
relationships other than the bi-directional causality relationship found in similar 
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economic growth. This occurs as economic growth increases at the same rate as that 
of financial development. Second, financial development may have a negative effect 
on economic growth as it may result in destabilizing effects such as financial crises.  
Another strand of literature analyses whether the growth effect of financial 
development would be country-specific. The finance–growth linkage may largely 
depend on the levels of economic development and financial liberalization. First, there 
has been intense debate whether the level of growth effect may vary with the level of 
economic development. Levine (1997) argues that developed countries with better 
financial infrastructures tend to experience higher economic growth than developing 
countries. As countries become richer, the sizes of their stock market and banking 
sector would grow much larger. All these would in turn boost economic growth 
through inducing more capital accumulation and technological innovation. 
Moreover, better financial infrastructures would usually induce more investment in 
higher return projects, possibly leading to high economic growth. This argument is 
further supported by Deidda and Fattouh (2002). They note that the magnitude of 
growth effect would increase directly with the level of economic development. 
Second, another major factor that can affect the finance–growth relationship is the 
degree of financial liberalization in the stock market and the banking sector Evidence 
obtained by Kassimatis and Spyrou (2001) indicates that financial development would 
further boost economic growth in countries with a more liberalized financial market, 
especially those with a high level of stock market liberalization.  
In contrast, countries with highly regulated financial markets controlled by the 
government would derive lower and even short-term growth effects of stock market 
development. Given the fact that these stock markets may be poorly managed, the 
stock market development can actually hinder rather than promote economic growth. 
Similarly, Demetriades and Hussein (1996) point out that the high level of 
government control on the banking sector may slow down the progress of financial 
development and subsequently impede economic growth. 
Furthermore, stock markets play an important role in allocation of capital to 
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facing financial constraints particularly developing countries, where bank loans are 
restricted to some favorable groups of companies and personage investors. This 
limitation can also reflect constraints in credit markets (Mirakhor & Villanueva, 1990). 
Due to stagnant bank’s return from lending to specific groups of borrowers, this return 
does not increase as the interest rate to borrowers rises [Stiglitz & Weiss, (1981); and 
Cho, (1986)].  
Efficient stock markets provide guidelines as a mean to keep appropriate monetary 
policy through the issuance and repurchase of government securities in the liquid 
market, which is an important step towards financial liberalization. Similarly, well 
organized and active stock markets could modify the pattern of demand for money, 




In 19th and 20th century, academics such as Bagehot (1873) and Schumpeter (1911) 
had focused on the constructive assistance of financial sector to economic growth. 
Though the direction of causality between the higher growth in financial sector and 
country’s economic growth rate was not clear (Robinson, 1952 & Locus, 1988)
4
. 
Recent literature has paid much attention on banking sector reforms because there is a 
growing and mounting interest about stock market and economic growth nexus. 
According to Levine (1997) and Bencivenga (1991), more liquid markets can create 
long-term investment and hence economic growth through lower transaction cost. 
Likewise, Levine and Zervos (1998) remarked that stock markets liquidity positively 
predicts aggregate economic growth. Rajan and Zingales (1998) argued that stock 
market size is correlated to growth of financial dependent firms. 
                                                        
3
 Stock prices determined in exchanges and other publicly available information help investors make better investment decisions. 
Better investment decisions by investors mean better allocation of funds among corporations and, as a result, a higher rate of 
economic growth. In efficient capital markets prices already reflect all available information, and this reduces the need for 
expensive and painstaking efforts to obtain additional information (Stiglitz 1994). 
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Traditional growth theorists believed that there is no correlation between stock 
market development and economic growth because of the presence of level effect not 
the rate effect. Similarly, Singh (1997) contended that stock markets are not necessary 
institutions for achieving high levels of economic development. Many viewed stock 
market as a agent that harm economic development due to their susceptibility to 
market failure, which is often manifest in the volatile nature of stock markets in many 
developing countries (Singh, 1997; & Weis, 1999). So, the traditional assessment 
model of stock prices and the wealth effect provide hypothetical explanation for stock 
prices to be proceeded as an indicator of output (Comincioli, 1996). According to 




Contrary to traditional view, there are evidences that support the hypothesis that 
there exists long-run correlation between stock market development and economic 
growth. But in literature the testing of this hypothesis is rare for developing countries. 
However, Pardy (1992) in his seminal work has argued that in less developed 
countries capital markets are able to mobilize domestic savings and allocate funds 
more efficiently. Spears (1991) reported that in the early stages of development, 
financial intermediation induced economic growth. Similarly, Atje and Jovanic (1993) 
concluded that stock markets have long-run impacts on economic growth and it was 
also found that stock markets manipulate economic growth through a number of 
channels that are liquidity, risk diversifications, acquisition of information about firms, 
corporate governance and savings mobilization (Levine & Zervos 1996). Luintel and 
Khan (1999) examined bi-directional causality between financial development and 
economic growth. 
Levine and Zervos (1998) measured stock markets development along with 
different magnitude and have suggested a strong statistically significant relationship 
                                                        
5
 Bhide (1993) indicates that the volatility of stock market may reduce the ability of the public to supervise on a company’s 
investment efficiency. In addition, the public may increase investment returns by speculating in the stock market; thus, the stock 
market development may be unfavorable to the economic growth. Obstfeld (1994) indicates that high financial market liquidity 
may increase investment returns and thus decrease saving rate due to substitution effect and income effect, which is unfavorable 













Degree papers are in the “Xiamen University Electronic Theses and Dissertations Database”. Full
texts are available in the following ways: 
1. If your library is a CALIS member libraries, please log on http://etd.calis.edu.cn/ and submit
requests online, or consult the interlibrary loan department in your library. 
2. For users of non-CALIS member libraries, please mail to etd@xmu.edu.cn for delivery details.
厦
门
大
学
博
硕
士
论
文
摘
要
库
